Overview: Medicare Post-Acute Care Since the Balanced
Budget Act of 1997
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The Balanced Budget Act (BBA) of 1997
contained the most sweeping changes in
payment policy for Medicare post-acute
care (PAC) services ever enacted in a sin-
gle piece of legislation. Research on the
early impacts of these changes is now
beginning to appear, and this issue of the
Health Care Financing Review includes six
articles covering a range of timely PAC
issues. There are two articles on skilled
nursing facility (SNF) care—the first by
Chapin White, Steven D. Pizer, and Alan J.
White and the second by Kathleen Dalton
and Hilda A. Howard. These are followed
by two articles on home health care by
Harriet Komisar and Nelda McCall, Jodi
Korb, Andrew Petersons, and Stanley
Moore. The next article in this issue by
Susan E. Bronskill, Sharon-Lise T. Normand,
and Barbara J. McNeil examines PAC use
for Medicare patients following acute
myocardial infarction. The last article by
Jerry Cromwell, Suzanne Donoghue, and
Boyd H. Gilman considers methodological
issues in expanding Medicare’s definition
of transfers from acute hospitals to include
transfers to PAC settings. To help the read-
er understand the impacts of the BBA
changes in payment policy, we present data
on Medicare utilization trends from 1994-
2000 for short-stay inpatient hospital care
and each of the major PAC services—SNE,
home health, inpatient rehabilitation, and
long-term care hospital (Figures 1 and 2).
Utilization is measured as the volume of
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services (days of care for the institutional
settings and visits for home health) per
1,000 Medicare beneficiaries. Medicare
managed care enrollees and their service
utilization are excluded.

EXPANSION OF PAC SERVICES

PAC permits patients to shift from the
acute short-stay hospital to less intensive
and more appropriate settings as their
recovery progresses. Prior to 1984, Medicare
paid all providers of services across the
acute-PAC spectrum on a retrospective
cost basis, so that payment incentives had
little effect on the distribution of services
between and among acute and PAC set-
tings. However, in 1984 the discharge-
based prospective payment system (PPS)
for acute short-stay hospitals gave hospi-
tals an incentive to reduce lengths of stay
and discharge patients either to home or
PAC earlier than had been the case histor-
ically. In addition, hospitals that provided
PAC services as well as acute care could
generate additional Medicare revenue—
paid at cost—by shifting patients to PAC
care for services that previously would
have been part of an acute hospital stay.

Payment incentives, combined with
advances in technology, facilitated the shift
from inpatient to outpatient settings and
resulted in tremendous growth in Medicare
payments for PAC services between 1984
and 1997. This growth was further stimu-
lated by several court rulings in the mid-
1980s, which in effect liberalized and
expanded Medicare coverage for PAC



Figure 1

Medicare Utilization Rates for Short-Stay Hospitals, Skilled Nursing Facilities, and Home Health
Agencies: 1994-2000
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services (Prospective Payment Assessment
Commission, 1995). Acute hospital days
per 1,000 Medicare beneficiaries declined
between 1994 and 1997 while utilization rates
for all PAC services rose sharply (Figures 1
and 2). Trends in Medicare spending also
reflect these utilization changes. For exam-
ple, the ratio of Medicare hospital expendi-
tures to combined expenditures for skilled
nursing and home health care fell from
20:1 to just over 3:1 between 1986 and
1996. Between 1990 and 1995, Medicare
spending for home health services grew
from $3.9 billion to $18.3 billion and skilled
nursing care expenditures rose from $2.5
billion to $11.7 billion (U.S. Department of
Health and Human Services, 1999).
Closer examination of utilization pat-
terns reveals that changes were occurring
in both the proportion of Medicare benefi-
ciaries using PAC services and the extent

or intensity of use among those beneficia-
ries receiving these services. For example,
hospitals were increasing the rate at which
they transferred patients from acute hospi-
tal stays to PAC services (Cutler and
Meara, 1999; Blewet, Kane, and Finch,
1996). In the case of SNFs, the increased
(and earlier) transfer of patients from acute
hospitals was accompanied by greater pro-
vision of ancillary services by SNFs and
the rise of the so-called “subacute” SNF.
Between 1988 and 1996, SNF ancillary
charges increased from 15 to 29 percent of
total SNF charges (Prospective Payment
Assessment Commission, 1997). During
the same period, home health use and
intensity rates also were increasing rapidly.
The number of visits per user, particularly
home health aide visits, rose faster than
the use rate, which is consistent with other
evidence that home health care was
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Figure 2

Medicare Utilization Rates for Inpatient Rehabilitation Facilities and Long-Term Care Hospitals:
1994-2000
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increasingly being provided for less inten-
sive and chronic care needs (Prospective
Payment Assessment Commission, 1995).
Using data from the pre-BBA period
(1994-1995), Bronskill et al. examine the
extent to which factors beyond patient
characteristics, such as attributes of the
discharging hospital and State factors,
explained variations in PAC use (predomi-
nantly home health care) for a cohort of
elderly Medicare patients with acute
myocardial infarction. Their study is note-
worthy for the richness of their patient
data, which allowed them to control for dif-
ferences in clinical severity at both hospital
admission and discharge. They find that
for-profit ownership and provision of home
health care by the discharging hospital
were important predictors of PAC use.

One response of the BBA to earlier hos-
pital-PAC transfers was the expansion of
the hospital transfer payment policy. Under
the expanded policy, acute care hospitals
do not receive a full diagnosis-related
group (DRG) payment for shorter than
average inpatient stays in 10 DRGs when
these short-stay cases are transferred to
PAC providers. Instead, the hospital
receives a per diem payment that is less
than the full DRG payment. In their article,
Cromwell et al. evaluate criteria for select-
ing DRGs subject to the PAC transfer pro-
vision, and consider the pros and cons of
expanding the policy to additional DRGs.
They note that the pervasive trend towards
shorter acute stays limits the policy’s effec-
tiveness. For example, the Medicare acute
care length of stay declined steadily from
7.5 days in 1994 to 6.0 days in 2000.
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PROSPECTIVE PAYMENT FOR PAC
PROVIDERS

To soften the payment incentive to shift
care to cost-based PAC settings, the BBA
mandated new PPSs for all major PAC
provider groups. The systems vary widely
in key design features (e.g., the unit of pay-
ment), timing of implementation, and fiscal
stringency.

The SNF PPS was the first of these sys-
tems to be implemented (October 1998). It
is a case-mix adjusted per diem system
based on 44 resource utilization groups
(RUGS). As previously noted, one conse-
quence of the trend toward earlier hospital
discharges to SNFs was an increase in the
importance of ancillary services among
total SNF costs. In their article, White et al.
demonstrate the importance of non-thera-
py ancillary costs in explaining variation in
total per diem SNF cost and suggest ways
that the RUGs could be refined to capture
this source of variation.

Designed by law to restrain spending,
the SNF PPS rates were based on 1995
costs rolled forward to 1998 by less than
full input price increases (market basket
minus one percentage point). In addition,
the higher costs of hospital-based SNFs
were only partially reflected in the rates.
Figure 1 shows that SNF utilization growth
flattened out concurrently with the imple-
mentation of the SNF PPS. Dalton and
Howard examine the impact of SNF PPS
on market entry and exit by SNFs. They
find that 12 years of steady growth ceased
in 1998, but that net reductions were largely
confined to hospital-based SNFs. Reductions
were more likely in areas with higher bed-
to-population ratios prior to PPS, and in
areas with recent expansions in capacity.

The BBA placed home health agencies
(HHAs) immediately on an interim pay-
ment system (IPS) until a PPS could be
developed. The IPS continued per visit pay-

ment, but tightened the existing per visit
cost limits and instituted a new agency-spe-
cific limit on per beneficiary cost that
ratcheted down payment for most agen-
cies. Figure 1 shows the dramatic reduc-
tions in home health care utilization. The
articles by Komisar and McCall et al.
examine the reductions in home health
services that resulted under the IPS.
Komisar focuses on changes in the mix of
types of visits (home health aide visits fell
disproportionately). McCall et al. explore
the impact of the utilization reductions on
particular utilization-defined outcomes
(various measures of admission to either
an acute care hospital or a SNF). They
found no evidence supporting a connection
between the sharp contraction in home
health utilization and an increase in poten-
tially adverse outcomes.

The HHA PPS, based on 60-day episodes
classified into one of 80 home health
resource groups, was implemented in
October 2000. Reflecting serious congres-
sional concern over the rapid home health
spending growth of the early 1990s, the HHA
PPS was mandated to constrain aggregate
spending under the PPS to reflect a 15-per-
cent reduction in the IPS cost limits. Largely
as a consequence of the strong impact of the
IPS on home health utilization, implementa-
tion of the 15-percent reduction was subse-
quently delayed until 2003.

The BBA also mandated PPSs for inpa-
tient rehabilitation facilities (IRFs) and long-
term care hospitals (LTCHs). However, in
1997 new payment systems for these
providers were years away from implemen-
tation, and IRFs and LTCHs remained on
cost-based payment systems while SNFs
and HHAs moved to PPS. During this peri-
od, the use of IRFs and LTCHs rose steadi-
ly (Figure 2). The IRF PPS and the LTCH
PPS were implemented in 2002. Both sys-
tems pay on a per discharge basis, but the
IRF PPS uses its own rehabilitation case
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mix groups, whereas the LTCH PPS uses
essentially the same DRGs as the acute
inpatient hospital PPS (although with its
own LTCH relative weights).

FUTURE PAC RESEARCH

In addition to providing results about the
impact of the changes in PAC payment pol-
icy mandated by the BBA, the articles in
this issue indicate potential directions for
future PAC research. For example, several
of these articles demonstrate that PAC
providers have been highly responsive to
financial and market incentives. Bronskill
et al. showed that, even when it is possible
to control for differences in patient severi-
ty, provider and market characteristics are
important determinants of PAC service
provision. Dalton and Howard found that
there was a quick market response to the
implementation of the SNF PPS, and the
home health articles (both Komisar and
McCall et al.) have documented the chang-
ing volume and mix of home health care
provided in response to the IPS. McCall et
al. examines whether adverse outcomes
resulted from the dramatic reductions in
home health utilization, and one of the
greatest challenges for future research will
be to assess the impact of the BBA changes
on PAC outcomes and quality.

Future research will need to pay special
attention to the responses of PAC providers
across potentially substitutable settings.
There are several reasons why interactions
among settings are likely to be important.
First, due to the different implementation
dates of the various PPSs, fiscal pressure
has and will continue to vary across settings
over time. For example, when the relatively
fiscally stringent SNF PPS and the home
health IPS were implemented, IRFs and
LTCHs continued to be paid on a cost basis.
At least some of the utilization growth in
IRF and LTCH services between 1997-1998

and 2000 may reflect a shift of services from
SNF and home health care. Even when all
PAC PPSs have been implemented, fiscal
stringency may change over time and vary
across systems depending on how annual
updates are applied to the payment rates of
each system. Second, fiscal pressure will
vary among providers within each PPS sys-
tem. This variation is a consequence of the
fact that PPS payment rates are based on
averages. For better or worse, fiscal pres-
sure will vary among providers depending
on how appropriately case mix, input price,
and other payment factors adjust the base
average payment amounts. As already
observed in the case of SNFs, high cost hos-
pital-based PAC providers are likely to expe-
rience substantial fiscal pressure compared
to freestanding providers. Finally, there may
be relative price effects if substantially dif-
ferent payments are made for highly similar
services in different service settings.

Rehabilitation therapy services may be
especially sensitive to these effects since
they are provided in all PAC (and other
ambulatory) settings. In addition, therapy
services receive substantially higher pay-
ment than non-therapy services in the SNF
and HHA PPSs. Figure 3 shows trends in
the number of physical therapy visits
among different settings between 1996 and
1999. The data suggest that shifts among
sites of care may have already taken place
post-BBA between home health and other
ambulatory settings (rehabilitation agen-
cies, comprehensive outpatient rehabilita-
tion facilities, hospital outpatient depart-
ments, and independent therapists).

In 1996, independent therapists provided
60 percent of all physical therapy services,
exceeding home health agencies which
provided much of the other 40 percent of
visits (Figure 3). However, after the BBA,
the utilization trends diverge dramatically.
Home health physical therapy provision
declined to only 27 percent of all physical
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Figure 3
Trends in Physical Therapy Visits: 1996-1999
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therapy visits by 1999. Concurrent with the
declines in home health provision of physi-
cal therapy, therapy use in outpatient
providers increased dramatically, account-
ing for 73 percent of all physical therapy
visits in 1999. Similar shifts occurred in the
provision of occupational therapy services
as well.

Of course, it should be noted that while
these comparative trends are suggestive of
shifting sites of care as a result of changes
in payment policy, this simple analysis can-
not rule out the possibility that the
observed changes are due to other factors.
This example is one of many potentially
interesting topics for additional research in
the coming years as data become available
and experience evolves under the new
BBA payment systems.
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